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_ "marketing" efforts on behalf of BSLD are consistent with the nondiscrimination requirements of

section 272(c).

87.  This concludes my affidavit.
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1 declare under penalty of perjury that the foregoing is true and correct.
Executed on July 22 1998.

Broe 200 0

Patricia A. McFarland

—_ Sworn to and subscribed to before me

thiso\)/wéay of July, 1998
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Notary Public gmﬂ Expires March 14ch, 1000
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Trangactions Between
BellSouth
Telecommunications

filillnc. and BeliSouth Long
Distance Inc.

Filings and Positions

PAST TRANSACTIONS

BST and BSLD have conducted transactions. BST has performed
and billed BSLD for the following described services performed
through August 31, 1997 (certain bills delivered by BST totaling
$44,500 are under investigation and are not included here):

(1)Customer Billing Services:

Initial planning associated with setting up end user billing accounts
for the initial BellSouth Long Distance product offering. Included
planning associated with rating of calls, discounting of rated calls,
computing, billing, and collecting taxes, bill presentation, and
billing information flow between BST and BSLD. Also included
documentation of work requirements for Information Technology
(IT) coding. These services were provided to BSLD at fully
distributed costs. The amount for these services totaled $645,500.
Services were provided from April, 1996 through August, 1997.

(2)Project Management:

Project management within BST for implementation of the sale of
long distance products on an agency basis for BSLD. Provided
assistance with issues such as the introduction, billing, and support
of products through BST as a sales agent. These services were
provided to BSLD at fully distributed costs. The amount of these
services totaled $195,000. Services were provided from June, 1996
through August, 1997.

(3)Network - Infrastructure Planning and Management -
Provision of CIC Code:

BST provided BSLD the rights to use 377 as a Carrier Identification
Code (CIC). These services were provided to BSLD at fully
distributed costs. The amount for these services totaled $481,700.
Services were provided from December, 1996 through July, 1997.

(4)Interconnect Services - Advanced Intelligent Network (AIN):
BST provided initial application software development for a
Proprietary Calling Card Service Package. The software is for use in
BSLD’s Advanced Intelligent Network. This service was provided
to BSLD at fully distributed costs. The amount for this service
totaled $80,000. Services were provided in November and
December, 1996.

(5)Sales Channel Planning and Design:
BST provided planning and design services required to integrate

htto://www .bellsouthcorp.com/proactive/documents/render/13001.vtml 7/10/98



Transactions

long distance products into BST marketing plans and operations.
Included development of specifications for taking service orders,
handling of customer inquiries, credit policies, adjustment
procedures, testing of sales and billing procedures, and training of
service representatives. These services were provided to BSLD at
fully distributed costs. The amount for these services totaled
$1,445,900. Services were provided from April, 1996 through
August, 1997

(6)Initial Planning:

Initial planning services during the start up phase for BSLD. These
services were provided to BSLD at fully distributed costs. The
amount for these services totaled $23,700. Services were provided
from April, 1996 through August, 1996.

(DInformation Technology - Billing Systems:

BST provided services associated with the development, design,
coding, and testing of systems, including infrastructure changes, to
bill long distance products to end users based on BSLD’s billing
requirements and of reports to verify compliance with sales
activities. Included changes necessary to provide customers a
consolidated bill for local and long distance services. These services
were provided to BSLD at fully distributed costs. The amount for
these services totaled $2,995,400. Services were provided from
April, 1996 through August, 1997.

(8)Information Technology - Product Integration:

BST provided services to implement and test the systems interface
between BST and BSLD for long distance products. Included
development of initial account structure, systems changes for the
acceptance of orders and customer inquiries, development of
systems for the acceptance of BSLD product codes, and
development of databases to store BSLD customer information.
These services were provided at fully distributed costs. The amount
for these services totaled $622,000. These services were provided
from April, 1996 through July, 1997.

(9)Employee Expense Correction:

During the first half of 1996, employees from BST accepted
positions at BSLD. BST continued to incur payroll and benefit costs
for a brief time after the employees accepted positions and began
work at BSLD. BST billed these costs back to BSLD. This
transaction was at fully distributed costs. The amount of the
transaction totaled $194,800.

(10)Investment Related Costs - PCs:

Depreciation of computers for BST employees assigned to BSLD-
related projects. This transaction was at fully distributed cost. The
amount of the transaction totaled $30,700. Services were provided
from September, 1996 through August, 1997.

(1D)Interoffice Testing - CO sweg
BST provided facilities, including SCPs and a Lucent #SESS

switch, and staff to test BSLD equipment. These services were
provided at BST’s prevailing company price. The amount for these
services totaled $42,800. These services were provided in Jube,
1997.
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(12)Telecommunications Services:

BST provided local phone service to BSLD at standard tariff rates.
The amount for these services totaled $166,500. Services were
provided from April, 1996 through August, 1997.

(13)End to End Testing:

BST provided facilities in order to test various electronic and
manual interfaces and systems between BST and BSLD. These
services were provided at standard tariff rates. The amount for these

services totaled $2,309. Services were provided through August,
1997.

(14)Collocation:
BST has granted BSLD the right to occupy certain enclosed areas
within BST’s central offices located at: Courtland Street Office,
Atlanta, Georgia, Orlando Main Office, Orlando, Florida, New
Orleans Main Office, New Orleans, Louisiana; and Caldwell Street
Office, Charlotte, North Carolina. This right is granted for a period
of two years from the date BSLD’s equipment becomes operational.
These services were provided at BST’s prevailing company price.
The amount for these services totaled $2,204,000. Services were
provided from June, 1997 through August, 1997.

ST T

(15)Mail Service:

BST provided daily inbound and outbound mail services to BSLD.
These services included the pick-up and delivery of mail to and
from other BellSouth entities as well as pick-up and delivery of mail
to and from external entities. Pick-up and delivery occurs daily at
BSLD’s principal place of business, 32 Perimeter Center East,
Atlanta, Georgia, 30346. These services were provided at fully
distributed costs. The amount for these services totaled $67,800.
Services were provided from January, 1997 through August, 1997.

© BellSouth 1997. All rights reserved.

Please read our LEGAL AUTHORIZATIONS & NOTICES

http://www bellsouthcorp.com/proactive/documents/render/13001.vtml
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A.J. Cal

Date
i LogCodoI.ﬂ..
RECEIVED MAT 20 =7
RJ.(MW Room 4170
Vice President 1200 Peachiree St., NE
Atlama, GA 30309
406 810.7282

May 15, 1997

Mr. Charlie Coe

Group President - Customer Operations
BeliSouth Telecommunications, Inc.
Room 4514

675 West Peachtree Street, N.E.
Atlanta, Georgia 30375

Dear Charlie:

Attached is a letter from BeliSouth to an AT&T employee who is participating in the
Local Service Readiness Test between our companies. Other test participants,
including those participating in the Unbundied Network Element concept testing in
Flotida, have received similar letters from BeliSouth. Through the letter, BellSouth is
using "requests to switch" to impermissibly market AT&T's customers.

Because AT&T is using services provided by BellSouth to offer competing local
service, AT&T is concerned about such BellSouth contacts and their potential anti-
competitive impact on AT&T's efforts to enter the local exchange market. Therefore,

AT&T requests that BellSouth discontinue the practice of contacting AT&T's
customers in this manner,

Mark Feidler
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April 8, 1997
(7709593-3413

DEBINE HIGHTOWER
% PAMELA RAOGLAND
ATT LSO W8 10125-A
1200 PEACHTRER ST
ATLANTA GA 30300

Desr Customer:

-—

We recently received your t to switch your local service to another carvier. Al
) poi mhltyms my. be mp‘:':t we have aleesdy w-you—-mg‘—-
request 2nd you will shortly receive your final bill as contimnation.

1f you were unaware that we received a request to switch your service, please notity us nf'the
probien so that we can correct it. Call us any day, at any timne, at 1-800-733-3285.

{fyou have elected o leave BellSouth, we'd like you to consider coming back. Please know chae we
are comnunitted to providing the most advanced t , the highest level of service and the best
value for all of your communicarions nceds. [fyou like to resunse BellSouth Service, or if
you would like tn hear more about wint we have to offer, please call 1-800-733-3285.

We value you as a customer and look forward to serving you again in the near future.
Sincerely,

DOTYT B0 VARG Z- J500- 187
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16251-Commission Recommendation

Page | of 17
PUC PROJECT NO. 16251
INVESTIGATION OF SOUTHWESTERN BELL § PUBLIC UTILITY CO
TELEPHONE COMPANY'’S ENTRY INTO THE
TEXAS INTERLATA TELECOMMUNICATIONS OF TEXAS

:
MARKET §
§

COMMISSION RECOMMENDATION

The Texas Public Utility Commission (the Commission) and the telecommunications industry
have worked steadily since the passage of the federal Telecommunications Act of 1996 (FTA96) to
negotiate and arbitrate interconnection agreements that will facilitate local competition in Texas.
Pursuant to FTA96, new entrants have the legal authority to enter the local market in Texas through
resale, unbundled network elements (UNEs), and interconnection. FTA96 § 251 (47 U.S.C. § 251).

In order to provide in-region interLATA services, Southwestern Bell Telephone Company
(SWBT), a Bell Operating Company (BOC), must establish that the local telecommunications market

is irreversibly open to competition. Specifically, Section 271 of FTA96 requires SWBT to establish
that .

* it satisfies the requirements of either Section 271(c)(1)(A), known as "Track A,"
or Section 271(c)(1)(B), known as "Track B";

+ it is providing the 14 checklist items listed in Section 271(c)(2)}(B) pursuant to
either a Track A state-approved interconnection agreement or a Track B
statement of generally available terms (SGAT);

* the requested authorization will be carried out in accordance with the
requirements of Section 272; and

» SWBT’s entry into the in-region interLATA market is "consistent with the public
interest, convenience, and necessity." Section 271(d)}3)C).

Although the Federal Communications Commission (FCC) uitimately determines whether
SWBT has established its entitlement to enter the interLATA market pursuant to Section 271, the
statute directs the FCC to consult with state commissions. The FCC relies upon state commissions to
develop a complete factual record.

SWRBT filed its application to provide in-region interLATA service in Texas on March 2,
1998 with the Commission. On April 7, 1998, the Commission held an open meeting at SWBT's
Local Service Center (LSC) in the Dallas-Ft. Worth area and on April 21st through the 25th, the
Commission held an extensive hearing on SWBT’s application. Many competitive local exchange
companies (CLECs) and other parties participated in the Commission’s 271 proceeding.

SWBT has done much in Texas to open the local market to competition. Notwithstanding
that fact, if the Commission were asked to give a recommendation to the FCC today, it regrettably
would be required on the record before it to say "not yet." The Commission files this
Recommendation in an effort to provide SWBT with guidance on what the Commission believes

http://www.puc.state.tx.ussWHATSNEW/16251DE4 HTM 6/2/98



16251-Commission Recommendation Page 16 of 17

than 30 lines or that have any design services such as Centrex. SWBT must enhance the ability

of its interfaces to handle these order types or demonstrate that parity is provided at this time;
29.SWBT shall demonstrate that its back-end systems are operationally ready, to assure

performance parity between CLECs and SWBT'’s retail operations for POTS (plain old

telephone service) order completion, FOCs, installation intervals, trouble reports, design
services, billing accuracy, or billing timeliness.

Section 272 Compliance

SECTION 272 COMPLIANCE: Pursuant to section 271(d)(3)(B), has SWBT demonstrated that
the requested authorization will be carried out in accordance with the requirements of section 2727

RECOMMENDATIONS: The Commission recommends the following, the details of which could

be established in the collaborative process. The Commission believes implementation of both the spirit
and the letter of these recommendations would lead to compliance with Section 272.

1. Although SWBT has established a separate affiliate to provide interLATA services in Texas,
the actual corporate structure must be clarified. The Commission cannot determine from the
record which SBC subsidiary and/or d/b/a will be used to provide interLATA services in Texas.
SWBT shall supplement the record with the necessary information;

2. It is the Commission’s position that the independence and separation of the SBLD board and
officers from SWBT is not absolutely clear in the record. The record on this issue shall be
further developed and clarified so that a determination can be made as to whether SBLD’s
officers, directors, and employees are separate from SWBT and its corporate chain of
command;

3. SWBT'’s postings on the internet do not clearly delineate the services which are provided by
SWBT to SBLD, the identified interLATA affiliate. The internet postings shall clearly identify
this information. Additionally, the internet postings shall be revised to indicate which of the
services are provided by SWBT to SBLD for Texas, for Oklahoma, or any other state served
by the three SBC BOC:s, or services provided by SWBT to support SBCS in its other activities
outside the SWBT service areas,

4. SWBT shall make available public access to information on transactions between the BOC and
the interLATA affiliate at the BOC’s headquarters. After the hearing, SWBT in an affidavit
reported it would move the records to San Antonio, Texas during the month of June 1998.
SWBT should file a follow-up affidavit once the records are available in San Antonio. The
Commission must have proof that the records will remain available in San Antonio pursuant to
the FCC’s order;

5. SWBT shall post on the internet a written description of the asset or service transferred along
with the terms and conditions;

6. There is insufficient information to evaluate if transactions are fairly and accurately valued.
SWBT shall provide such additional information, so the Commission can determine which of
the posted services and assets would be available on an equal pricing basis to a competitor of
SBLD,;

7. Transactions between February 1996 and the date of approval to initiate interLATA services
shall be disclosed and made subject to "true-up;"

8. SWBT shall provide additional information to enable the Commission to evaluate if
transactions are arms-length between the affiliates;

9. SWBT shall limit its use of "CONFIDENTIAL" and "PROPRIETARY" classifications to those

http://www puc.state.tx.ussWHATSNEW/16251DE4 HTM 6/2/98
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transactions that meet the FCC guidelines for such protections;

10.The record shall be developed further as to SWBT’s practices regarding the use of
"CONFIDENTIAL" and "PROPRIETARY" restrictions on documents. If contracts between
SWBT and its interLATA affiliate are improperly so marked, then, the Commission’s position
is that SWBT does not meet the public disclosure requirements of Section 272,

11.The audit report to Texas must report on transactions from all three SBC BOCs, summarizing
the total support services from each BOC, reporting the specific services received by the long
distance affiliate from each BOC, and reporting on the allocation of expenses within the SBCS
organization by subsidiary and by d/b/a title;

12.The Commission has concerns regarding marketing, but recognizes the FCC’s decision in
BellSouth/South Carolina. The Commission, nonetheless, has concerns that the strong
recommendation of its affiliate by SWBT and the warm-hand-off to the affiliate would not pass

any arms-length test. If a customer truly does not readily state a long distance company choice,
then random assignment of a carrier is preferable.

The following Commission Staff assisted in this proceeding:

Donna Nelson Katherine Farroba
Howard Siegel Ericka Kelsaw
Eric White ' Wes Oliver

Nara Srinivasa Meena Thomas
Elizabeth Barton Jones ' Daphne-Allen
Stephen Mendoza Janis Ervin

Linda Hymans Sid Lajzer

Lynne LeMon Anne McKibben
John Costello Valerie Seely
Bih-Jau Sheu Tracie Monroe

http://www puc.state.tx. us/ WHATSNEW/16251DE4 HTM 6/2/98
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Pacific Bell (U 1001 C) and Pacific Bell Communications
Notice of Intent to File Section 271 Application
For InterLATA Authority in California

July 10, 1998




CHAPTER1V: OTHER TELECOMMUNICATIONS ACT
REQUIREMENTS

A. SECTION 272
FCC Guid in Prior 271 Fili

Section 271(d )(3)(B) requires that the BOCs’ request for interLATA authority be carried
out in accordance with section 272 of the Act.

Section 272 requires that a BOC (or its affiliate) must provide interLATA
telecommunications services through a separate affiliate. It imposes five structural and
transactional requirements upon the long distance affiliate. In evaluating the compliance of
a BOC, the FCC determined that it may look to both the BOC’s past and present behavior

to make a predictive judgment concerning whether the BOC will comply with section 272.
(Ameritech § 347.)

Specifically, the BOC long distance affiliate must operate independently from the BOC; it
must have books, records, and accounts which are separate from the BOC affiliate; it also
must have separate officers, directors, and employees from the BOC affiliate; the BOC
must treat the section 272 affiliates on an arms-length, nondiscriminatory basis.
(Ameritech 99 349-353.) All transactions between the BOC and the section 272 affiliates
must be publicly disclosed, and this disclosure must include the actual rates used to value
the transactions, not simply stating the valuation method employed. If a BOC has
transferred facilities and capabilities to any other affiliates, it must disclose transactions
between those affiliates and its long-distance affiliate. (Ameritech 99363-373.)
Additionally, the section 272 affiliate may not obtain credit where upon default the
creditor would have recourse against the assets of the BOC affiliate.

___Issues Sejected for the Collaborative Process

The Commission recommends the following, the details of which could be developed in
the collaborative process.

Provide documentation of company policies and procedures related to the access to and
dissemination between affiliates and LEC operations of competitive carrier CPNI and
other proprietary information. Specifically, Pacific should provide proof that it is not
using competitors’ proprietary information for its own use. A specific example
provided by AT&T (Olsen Aff) is an allegation that Pacific misappropriated IXC trade
secrets by passing on exchange access data.
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Provide verifiable evidence of separate officers for Pacific and all of its 272 affiliates. It is
staff’s position that the independence and separation of Pacific’s and PB Com’s
boards of directors and officers from SBC is not absolutely clear, based on the record
to date. The record on this issue shall be further developed and clarified so that a
determination can be made as to whether officers, directors, and employees (as defined
by the FCC) of all Pacific’s 272 affiliates are separate from Pacific.

Staff believes that it is necessary to determine the appropriate level of detail for “adequate
disclosure of transactions” as well as Pacific’s compliance with providing the
information in a timely, appropriate fashion. In the collaborative process, staff would
like to examine whether the following issues are appropriate or accurate concerns:

There is insufficient information to evaluate if transactions are fairly and accurately
valued. Staff believes that Pacific should fully explain its valuation procedures
and methods, and develop a process to provide such additional information, as
considered necessary by staff for the Commission to determine which of the
posted services and assets are available, on an equal pricing, basis to a
competitor of PB Com;

Pacific should post on the Internet a written description of the asset or service
transferred along with all terms and conditions;

Pacific should identify all transactions between itself and its 272 affiliates between
the effective date of FTA 96 and August 12, 1997 for staff review. If
considered appropriate by staff, said transactions between February 1996 and
the date of approval to initiate interL ATA services shall be disclosed and made
subject to “true-up”;

Pacific should provide additional information, as considered necessary by staff, to
enable the Commission to evaluate if transactions are arms-length between the
affiliates;

The record should be developed on FCC requirements or guidelines regarding the
use of “Confidential” and “Proprietary” classifications to provide a basis for
evaluating Pacific’s compliance with any requirements or guidelines applicable
to the use of said terms;

The record should be developed further as to Pacific’s practices regarding the use
of “CONFIDENTIAL” and “PROPRIETARY™ restrictions on documents;

Criteria, procedures, and processes should be developed to provide data to fully
demonstrate that the section 272 affiliates are treated on an arms-length basis
and that non-affiliated carriers are treated the same as, and under that same
terms and conditions, as section 272 affiliates for the purchase of tarriffed
services, and where determined by staff to be appropriate, for the purchase of
non-tarriffed services;

e Develop a record on the need for the need to conduct periodic internal audits
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for ongoing evaluation of Pacific’s, and all of its subsidiaries and affiliates, and
continued compliance with all requirements of section 272.

Finally, staff is concerned about any possibility that Pacific is providing central office
information to affiliates that it is not making available to third-parties. In particular, staff
is concerned that affiliates may not have been required to adhere to the same collocation
request process(es) required of CLECs. Pacific should fully explain the company policies
for affiliate and non-affiliate collocation in central offices, and provide information to
demonstrate that CLEC’s have not been treated differently than Pacific’s affiliates in the
provision of collocation space.

On a preliminary basis, information that staff finds relevant includes, but is not limited to: a
list of the central offices where affiliates are located and the related amount of space in
each central office; when the affiliate first obtained collocation space in each central office;
a full explanation of the actual process(es) employed to evaluate affiliate requests for
space in each of the respective central offices; and a list of each central office where non-
affiliated third parties have requested collocation space but were turned down and an
indication of whether affiliates have collocation space in those central offices.

B. PRESENCE OF A FACILITIES-BASED COMPETITOR

Section 271(c)(1)(A) of FTA96 requires the presence of a facilities-based competitor. A
BOC is seen to have met this requirement if it has entered into one or more binding
agreements that have been approved under section 252 with one or more unaffiliated
providers of telephone exchange service to residential and business subscribers. Such
telephone service may be offered exclusively over the competing provider’s own facilities
or “predominantly” over its own facilities, in combination with the resale of
telecommunications service provided by another carrier.

FCC Guidance in Prior 271 Fili

The FCC has provided significant direction to help determine the presence of a facilities-
based competitor. The four major sub-issues the FCC has addressed are:
Has the BOC entered into one or more binding agreements under 2527
Has the BOC provided access and interconnection to unaffiliated competing
providers of local exchange service?
Are competitors providing service to both business and residential customers?
Is service being provided exclusively or predominantly over the CLEC’s own
facilities?

In the Ameritech/Michigan application, Ameritech relied on three interconnection
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REGIONAL AUDIT OF
BELLSOUTH AND
CERTAIN AFFILIATED COMPANIES

December 17, 1993

NATIONAL ASSOCIATION OF
REGULATORY UTILITY COMMISSIONERS
1102 Interstate Commerce Commission Building
Constitution Avenue and Twelfth Street, NW
Post Office Box 684
Washington, DC 20044-0684
Telephone No. (202) 898-2200
Facsimile No. (202) 898-2213

Price: $30.00




there is a significant difference becwecn discovery and auditing. The brief
points out cthat the PSC internal procedures clearly distinguishes audicing frop
discovery and excludes auditors from the discovery process.

On July 19, 1993, Commissioner Clark held a *stacus® meeting in Docket No.
920160-TL. At this meeting all past due and {ncomplete Tesponses to staff audic
Tequests vere addressed. New due dates vere established. In response to a Cozpan
motion for more time to respond to audit requests, Commissioner Clark ruled that
a fifteen day turnaround time is appropriate recognizing the ccaplexi:y of this
asudit. The Commissioner made it clear that this was an audit not subjec: to
discovery rules and the fifteen days was unique to this audic.

On August 27, 1993, Commissioner Clark held a second "status” meeting. At this
meeting the Cowpany represented that its affiliace, BellSouth Enterprises, to
vhom the Audit Team directed many requestr, would ceaply to some of the audit
requests but tot under the timeframes established by Commissioner Clark. As 2
result, Commissioner Clark sent a letter to John Clendenin, CEO of BellSouth
Corporation, requesting his assistance in getting BellScuth Enterprises to comply
to audit requests on a timely basis. The Company responded by scating chat
“BellSouth Enterprises is commitrted to cooperation with the Florida Commission,
wvithin the lav and the extent of its available resources, to provide tizely and
complete responses to requests that your audit tean may zake." Ezphasis added.
Obviously, the level of cooperation depends on the Company’'s Iinterpretation of
*within the law” and its designation of vwhat resocurces will be available.

On October &, 1993 the Florida Supreme Court heard arguments regarding access to
affiliate records. As of this wvriting, a decision is pending.

On November 24, 1993 the Audit Team provided the Company a draft of the audit
report and workpapers. The purpose vas to give the Company time to verify che
statements of facts in the report and designate claimed proprietary information
in preparation for the exit conference scheduled for December 10, 1993. On
December 8§, 1993, the Company informed the Audit Team it will not attend the exit
conference and plans on responding to the zudit by way of rebuttal testimony and
a "parallel” audit conducted by Deloitte and Touche CPA firm.

In summary, the Audit Team attempted to evaluate vhether cross subsidy exists
between BSTI's regulated and non regulated cperations which is a national concern
as evidenced by the previously mentioned NARUC resolution. Because of limited
Tresources, the staff through analytical review limited its audit program to a
relatively small number of affiliates and transactions. The Company displayed a
consistent pattern of cbstructionist behavior since May of 1992. Since an open
and cooperative environment is essential for effective auditing, many of the
audit objectives were not fulfilled. The prolifsration of diversificatien
activities by not only BellSouth but other telephons and electric companies has
complicated the regulatory procsss. It will require regulation beyond the
utility. The extent of that regulation needs to be dafined.
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10 FCC Red No. 11

Federal Communications Commission Record FCC 95.74

Before the
Federal Communications Commission
Washington, D.C. 20554

in the Matter of

The BellSouth Telephone AAD 93-148
Operating Companies

ORDER TO SHOW CAUSE
Adopted: February 24, 1995; Released: March 3, 1995
By the Commission:

1. At the direction of this Commission, the National
Exchange Carriers’ Association. Inc. ("NECA™) hired Ernst
and Young to conduct an independ audit of carrier-
reported adjustments to the Common Line ("CL") revenue
pool for 1988 and the first quarter of 1989.! Our subse-
quent review of that Commission-mandated audit revealed
apparent violations of our accounting rules and reporting
requirements by BellSouth Teleph Compani
("BellSouth”) during the audit period. These apparent vio-
lations may have continued beyond the period covered by
the sudit. This Order to Show Cause sets forth those appar-
ent violations and directs BeliSouth to show cause why this
Commission should not: (1) issue a Notice of Apparent
Liability for Forfeiture ("NAL") for apparent violation of
Section 220(d) of the Communications Act of 1934, as
amended:? (2) require BeliSouth to adjust its price cap
indexes; and (3) require BellSouth to improve its internal
processes to bring them into compliance with Commission
rules and orders.

2. Enforcing our sccounting rules and reporiing require-
ments is essential for the Commission to carry out its
statutory obligations to ensure that rates for telecommuni-
cations services remain just and reasonable. Our ability to

' NECA collects cost data, including revenue. expense and

investment data, from all iocal exchange carriers ("LECs*) on a
monthly basis. These data are then used 10 develop LEC-specific
revenue requirements which are designed 10 recover those LEC-
incurred costs 1hat are allocated 10 the intersiate jurisdiction
under our jurisdictional separations rules, 47 CF.R. Part 36.
The revenue requirement development process is called “pool-
ing.” because, initially. all LEC-submined cost data are com-
bined (“pooled”} based on whether they are non-traffic sensitive
fe.g.. CL) or 1raffic sensitive ("TS™) in nawure. Accordingly.
NECA administers two revenue pools. Non-traffic sensitive, CL
costs are pooled 10 develop CL revenue requirements, and TS
costs are pooled 10 develop TS revenue requirements. The rev.
enues required to recover CL costs are collected through (1)
carrier common line charges billed 10 the interexchange car-
riers. (2} subscriber line charges billed 1o end users and other
customers; and (3) surcharges assessed against special access
customers. These charges are set forth in 1ariffs NECA prepares
for pool members, primarily the smalier. independent LECs.
Other LECs .- including the Bell Operating Companies
("BOCs") -- currently do not participate in the cost recovery
pouls and. instead, prepare their own dccess tariffs. As explained
infra, however, the pools are calculated based on revenue data
provided by all LECs. and revenue dawa reporied 10 NECA by

carry ‘out these obligatioas is impsired if we cannot rely
upon the information that carriers are required 10 submit
about the costs of their operations and their allocations of
those costs, or if those allocations are made improperly. As
the telecommunications marketplace continues to diversify,
with carriers providing more and more nonregulsted ser-
vices, our enforcement of accounting safeguards will be-
come even more important if we are (o continue 10 protect
ratepayers from being overcharged for interstate services.

1. BACKGROUND )

3. Qur rules require the LECs, on a monthly basis, to
report 10 NECA their revenue, expense and investment
data. NECA uses these data 1o compute each LEC's month-
Iy pool shares.’ Because LECs do not have complete data
availsble when they first report to NECA, the LECs ini-
tially report estimated data. In the following months, the
LECs are required to reconcile their estimates with sctual
results. To ensure the accuracy of the reconciliation pro-
cess and because even the best accounting sysiems some-
times fail to prevent errors, NECA procedures allow the
LECs tweniy-four months to reconcile and correct pre-
viously submitned data. Thus, in each monthly “sertlement
cycle” LECs report estimated data for the current month
as well as adjusted data for the preceding twenty-four
months.

4. In the December 1988 settlement cycie. certain LECs
reported unusuaily large adjustments to the CL pool. Com-
mission staff audited the larger of these adjusiments and
found that they appeared to have been encouraged by
NECA Board members representing the BOCs and further
found them apparently inconsistent with the Commission’s
rutes. As a result, the Commission issued Notices of Appar-
ent Liabdity for Forfeiure and Orders 1o Show Cause against
the BOCs that filed these adjustments.* The Commission
also issued a letter of reprimand 0 the NECA Board of
Directors and required, inter alia, that NECA hire an in-
dependent auditor 1o perform a comprehensive audit of
significant adjustments the BOCs reported to the CL pool
for 1988 and 1989.3

the large carriers will, therefore. affect the charges of pool
members. Moreover. during the time period covered by the
audit. our rules required all LECs 10 participate in the CL pool.
1 47 U.S.C. $220(d). The BellSouth operating companies are
the South Central Bell Telephone Co. (SCB) and the Southern
Bell Telephone and Telegraph Co. (SBT).

347 CFR. $69.605.

4 See. eg.. Southwestern Bell Telephone Co., Notice 3f Appar-
ems Liability for Forfeiture and Order 10 Show Cause. 5 FCC Red
7199 {1990). The Commission subsequently entered inta Con-
sent Decrees with the carriers thus resolving these initial ac-
tions without determinations of liability. See, e.g.. Southwestern
Beil Telephone Co.. Consent Decree Order. 7 FCC Red 7692
1992,

§ Letter from Donna R. Searcy, Secreiary, FCC. 10 Lawrence
C. Ware, Chairman of the Board of Directors, NECA. 5 FCC
Rcd 7183 (1990). The letter identified "significant adjustments”
as individual adjustments of §100.000 or more that the BOCs
had reporied 1o the CL pool for 1988 and 19R9 other than n‘\e
adjustments that had been addressed in the Commission audit.
The independent audit covered the fifieen data months from
January 1, 1984 through March 31, 1689, afier which time
participation in the CL pool hecame volumiary and all BQCS
left that pool. The Jerer. however. also required that the in-
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onmeme—

§. NECA hired the public accounting firm of Frnst &
Young 10 conduct the independent audit. Ernst & Young
issued its report which NECA submitted (o the Commis-
sion.* That report included numerous audit findings again«t
the BOGs. including BeliSouth: the conduct noted by
Ernst & Young has a substantial impact on the CL poo! as
well as on the carriers’ interstate telecommunications ser-
vices s. This is b NECA distributes access
tariff revenue based on reported data. Moreover, since the
reported adjustments to the CL pool involve misststements
or miscalculations of interstate costs and revenues histori-
cally used to develop the reporting carrier’s access charges,
and, after 1988, its price cap indexes. the reporting carrier's
interstate access customers, s well as end users. are af-
fected. Although the independent auditor’s report ad-
dressed the effects of the BOCs’ conduct only on the CL

I, Commission auditors are examining the effect on all
interstate telecommunications services. Those of the in-
dependent auditor’s findings that were directed against
BeliSouth and that warrant Commission .action are the
subject of our action here. These findings are summarized
below. Attachment A provides the specific details of each
finding. the Commission Rules that were apparently vio-
lated, and the companies’ responses to those findings. At
tachment B presents. in tabuisr form, a2 summary of the
apparent violations and their revenue impacts as resealed
by the record to date.

I1. THE FINDINGS

6. Section 220(a) of the Communications Act grants o
the Commission specific authority to “prescribe the forms
of any and all accounts, records, and memoranda 1o be
kept by carriers subject [to the Act]..."" In turn, Section
22(Xd) authorizes the Commission to impose forfeitures on
carriers who do not keep such accounts, records. and
memoranda in the manner prescribed by the Commission.
The findings in Attachment A appear 1o revesl conduct by
the BellSouth carriers that violates Section 220 for the
period that is the subject of the audit, namely, the period
beginning January 1, 1988, and ending March 31, 1989*

dependent 3udit “include adjusiments reported after [the BOCs|
left the poul on April 1. 1989" since carriers were atlowed 10
submit adjusiments for up to (wenty-four months following a
particular dana month, /d. As a result, the independent auditor
examined reported CL poo! adjusiments 1hrough March 1991

¢ The Ernst & Young audit report is hereafier referred 10 as
the "Adjustments Repori™ On February 11, 1993, the Commis-
sion concluded that this sudit had complied with Commission
directives and had been performed “with 3 high degree of skill
and care.,” and that the independent auditor had “exercised
sound professional judgment reflecting purposes of the jaudit|
and the information gathered during [its] course.” See Lener
from Donna R. Searcy. Secretary, FCC. 1o Robert A. McArion,
Cl;;irman of the Board of Directors. NECA. 8 FCC Red 131S
(1993).

47 U S.C§22m4a).

The apparent viofations roughly fall into 1wo categories for
purposes of potential remedies. First, certain apparent vioiations
found 10 fall ourside the applicable limitations period for assess-
ing forfeitures may. nevertheless, necessitate corrective action
by the Commission. For example, the Commission may require
adjusiments 10 carrier price cap indexes to eliminate distortons
caused by unlawful conduct. Second. other apparent vivlaiions,
if found 10 be continuing or 10 have continued into 1he period
covered by the fimilations period. couid support Notices af

7. The independent auditor’s findings that we address
here involve the misstatement or miscalculation of some
$6.2 million of intersiale costs and revenues for the period
from January 1988 through March 1989° [n the aggregate,
these misstatements or miscalculations apparently henefited
BellSouth to the Jetriment of the users of BellSouth's
interstate  services  FNN  These  miswiatements or
miscalculatons shifted costs hetween or amang access cle-
ments. thus  apparently understating  or  uverstating
BeliSouth’s interstate revenue requirements for particular
services. The senousness of the mimtatements s com-
pounded here not only hecause of the net impact and the
extent of understatements and overstalements. but also be-
cause of the scope and number of the errors or apparent
violations and the fact that some of them may have contin-
ued to the date of ths Order to Show Cause. The findings
reveal the BeltSouth carriers’ apparent failure 1o mainwin
their accounts, records, and memoranda in the manner
prescribed by the Commission. To the extent that this
conduct has continued, it must seriously undermine the
Commission’s confidence that BellSouth’s accounts accu-
rately refiect Commusion-mandated accounting practices
and reveal the true and lawful costs of BeliSouth’s inter-
state services. Moreover, and as explained more fully be-
low, the apparent rule violations and missiatements may
very well have ied BeliSouth to compute price cap indexes
that likely would require correction

8 ln the following paragraphs we describe the account-
ing irregularities that have led us (o issue this Order to
Show Cause

A. Apparent Cash Working Capital Violations

§. The independent auditor found that BellSouth's cal-
culation of cash workin* capital allowances apparently vio-
lated Commission rules.” These allowances are supposed to
reflect the average amount of investor-supplied capital
needed to fund carriers’ day-to-day operations.'' Each cash
working capital allowance is added 10 a carrier’s ratebase.
thereby increasing the earnings the carrier is allowed. The
BeltSouth carriers caiculate their cash working capital
allowances hased on lead-lag studies.'? In computing cash

Apparent Liadihny fur Forfeiture under Secunn 1RO of the
Commissior. s Rules. <7 C FR &i M as weil 2y suppurt other
remedies, such as price ¢ap adiustmenis.

Y These figures are Sased on esnimates BeirSouth provided to
the independent duditar Sce Lener from Bruce Baldwin, Presi-
denit. Natioral Exchange Carrier Assaciation, Inc. 10 Mr. Gerald
P. Vaughan. Deputy Chiefl. Operations. Cummon Carrier Bu-
redu. 3t BeliSouin Avgchmeni 1001 12 190 Althouph (hose
esnmaiey encompass it of the independen: auditor’s findings,
BellSouth did ro1 provce interstate impazt estimates of the
impact of certzin fingiags on anierstate rates and resenue re-
quirements

M sugchmenr 4. 3 1

YU See Auachment AL g da 1™

" See Anachmen: A 3t Q-1 fead.iag studies medsure cash
‘nNows and ouilows :n relation 10 the Lime service 1y rencered
Revenue and expense vems that are recerved or paid hefore a
service is rencered are considered “lead” tems. and reverue
and expense 1temy ‘it are recened or pa.d after servide s
rendered are conucerec "lag” items. Lead-lag ~iudies Cetermine
the number of dayvs Aetecenr receipr of revences and payment of
expenses.
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working capital sliowances, carriers are sliowed to add
minimum bank balances required by banks to the results
obtained from these lead-lag studies. The independent audi-
tor found that BellSouth improperly used average daily
ledger balances, rather than minimum bank bslances,
which resulted in an overstatement of its total intersiate
revenue requirement of $4.8 million."

B. Apparent Jurisdictional Separations Violations

10. Responsibility for regulating telephone services is
shared between this Commission. which regulates interstate
service, and state commissions. which regulate intrastate
service. Carriers must use a process called jurisdictional
separations to apportion their cosis and revenues between
the state and interstate jurisdictions. The selumions proce-
dures are set forth in Part 36 of our rules.!* The indepen-
dent auditor found that BellSouth appsrently violated our
rules in separating its investiment in information origina-
tion/termination equipment and cable and wire facilities.
According 1o the record.'’ these violations may have con-
tinued beyond the audit period.

C. Other Apparent Errors

11. The independent auditor also found a number of
other apparent rule violations, including BeliSouth’s fail-
ure to provide adequate documentation to support nu-
merous revenue and cost adjustments,'* and its improper
inclusion of presubscription revenues'’ for the
predesignation of interexchange carriers'® in Account 5081,
Enduser revenue.' The independent auditor also noted
that a BellSouth operating company incorrectly reported
an  accrual adjustment o NECA resulting in an
overstatement of CL revenues which would apparently vio-
late Section 69.605 of our rules.*® As such errors and other
violations accumulate, the daia carriers report to NECA
under Section 69.605 of our rules’’ and to us under Parts
43 and 65 of our rules” become incressingly unreliable.
Although these errors may have no current impact on
BeliSouth’s interstate rates, their number and scope per-
suade us to order BellSouth 10 show cause why its internal
accounting and accounting-related processes should not
generally be brought into compliance with Commission
rules and orders.

3 Auackment A, at 2.

¥ 37 CF.R. Pant 36,

'S Augchment A, at 4-5.

g, a1 8.9,

" Presubscription revenues refer 1o the charges that LECs
assess when an end user decides to change his or her primary
interexchange carrier.

'® Under our rules, an end user has the right 10 select one
interexchange carrier as his or her primary carrier. See lnves-
tigation of Access and Divestiure Related Tariffs, 101 FCC 2d
911 (I9RS) (describing the presubscription process LECs must
follow).

Y duechkmen A, a1 §-1U. Section 32.5081 of our rules. 47
CF.R. § 32.50B1, states that the end user revenue accoum
{Account 5081) shall contain the federally tariffed monthly flat
rate charge end users must pay. The independent auditoe found

111. DISCUSSION AND CONCLUSION

A.NALs

12. We find that the BellSouth carriers’ conduct appears
to be inconsistent with their statutory ohligation to main-
tain their accounts. records, and memorands as prescribed
by the Commission. Carriers must accumulate, process,
and report their financial and operating data in accordance
with very specific Commission requirements because we
rely on those data to help us ensure that interstate tele-
phone rates are just and reasonable. Moreover, we cannot
evaluste how well our accounting rules work if carriers
disregard or misinterpre: these rules. Therefore. where, as
appears 10 be the case with BellSouth, carriers either inten-
tionally violate our rules or fail to maintain the internal
systems necessary to ensure compliance with those rules,
we believe forfeitures may be appropriate under Section
220 of the Act.?

13. Section 220(d) of the Act guthorizes us to impose
forfeitures of up to $6000 per carrier per day for account-
ing-related violations.* Obviously, any violations that con-
tinued throughout the audit period and to the present
could trigger substantial sums for the two BellSouth com-
panies based on appropriate application of the statute of
limitations. In order (0 make & determination about the
amount of any forfeitures that may lie. we direct BellSouth
10 state when the conduct described in paragraphs 8
through 10 and detailed in Auachment A ceased. if ever,
and otherwise show caus¢ why notices of apparent liability
pursuant to section 1.80 of the Commission’s rules should
not issue.’* BeliSouth’s response should inciude a discus-
sion of the appropriate application of the prescribed limita-
tions period.”® BellSouth's response also should identify
any mitigating circumstances we should consider in deter-
mining forfeiture amounts.*”

B. Adjustments to Price Cap Indexes

14. As indicated above, BellSouth did not provide es-
timates of the impact on interstate services rates and
revenue requirements of certain conduct described in the
independent auditor's findings.*® 50 that we may assess the
full impact of BellSouth's conduct. we order the BellSouth
carriers (o estimate the interstate impact of each of these
findings. and to file those estimates with the Commission.
This filing shall include estimates of the effect of each of
the additional findings on BeilSouth's CL. TS, special sc-
cess, billing and collection, and interexchange costs and

that BellSouth improperly included presubscriprion revenues,
from its  customers’ predesignation of their primary
interexchange carriers. in Account 5081,

¥ Id .

' 37 CF.R. $69.605.

347 CF.R. Pars 43, 5.

' Section 220(d) prosides for forfeitures if a carrier fails 1o
keep its accounts, records and memorands in the manner pre-
scribed by the Commission. 47 U.5.C. §220(d).

37 US.C. $220(d). Prior 10 December 19, 1989, the forfeiture
amount was fixed at §500 per violation per day.

47 CF.R. §1.80. ‘

®  Although BeliSouth's violations began January 1. 1988, we
would assess forfeitures only for the period allowed for by
limitations period. See 47 C.F.R. §1.80(cK2).

L, See 47 US.C. §504¢h). .

% See supra note 9. These findings are discussed in paragraphs
19 through 21 of Antachment A,
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